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After Six-Month Rally, Dangerous August Awaits

In a year in which the S&P 500 has logged a hard-
won 6% gain, the oscillation between euphoria and fear is
never-ending. We believe a wall of worry is necessary for
the bull to scamper up, but the number of “sell everything”
calls recently is becoming noteworthy.

Quietly amid the market tumult and election rancor,
the S&P 500 has strung together six straight winning months.
Strong gains in March and July have bracketed modest but
nonetheless positive performances in April, May and June.

During the late 1990s bull market, we counted two
periods in which the S&P 500 was up at least six straight
months, in the first half of 1996 and in late-1997 into mid-
1998. In each case, these six-month win streaks preceded
strong follow-up months and quarters of further stock gains.

During the brief 2003-2007 bull market, multi-month
win streaks included April ’03-August ’03 and July ’06-
January ’07. Stocks would remain positive after that sec-
ond run all the way through October 2007, after which the
market started to lose ground on the way to the disastrous
fall 2008.

The bull market logged seven-month win streaks in
March-September ’09 and between November ’12-May ’13.
In each case, the market followed up with additional moves
higher.

The current six-month streak, however, is running
smack into August. On the S&P 500, August performance
during the bull market since March 2009 has been abysmal,
with an average decline of 1.51%.
Within the “sell in May” period of June-September, August-
September is a more unfriendly market period than June-
July. Whereas the change in the S&P 500 across June and
July together since 1980 has averaged a gain of 0.8%, the
August-September period since 1980 has averaged a de-
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cline of 1.0%. And in the current bull market since 2009,
June-July together have averaged a 1.9% gain, but August-
September have averaged a decline of 0.6%.

UPDATE ON 2Q EPS
Just under two-thirds of S&P 500 constituent companies have
now reported calendar earnings, and performance has been
better than the pre-reporting consensus forecast. With 66%
of companies having reported, the average annual EPS change
has been a decline of 2.0% on a share-weighted basis; a gain
of 4.8% on a market-cap weighted basis; and a gain of 2.0%
on a simple non-weighted change percentage basis.

The share-weighted average is based on diluted shares
outstanding of each compared quarter (2Q15 vs. 2Q16). The
market capitalization-weighted average is based on summary
market capitalization as of 6/30/16, while non-weighted
change is a simple arithmetic average.

Deferring to share-weighted change, we note that the
2.0% decline so far is better than expectations by the pre-
reporting consensus for a 5% or worse earnings decline. Ex-
cluding energy stocks, S&P 500 2Q16 earnings are up 2.0%
on a share-weighted basis.

In addition to Energy, which has averaged a 78% de-
cline for companies that have reported so far, a few other
sectors are dragging on overall EPS performance. These in-
clude Financials (down 4% year-over-year), Industrials (down
2%), and Materials (down 4%).

Only one sector, Consumer Discretionary, is reporting
double-digit EPS growth; with more than half of CD sector
companies reporting, average Consumer Discretionary EPS
growth for 2Q16 is 15%. Healthcare, Technology, and
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Telecom Services are all reporting mid-single-digit EPS growth.
Utilities earnings are up less than 0.5% – not that it seems to
matter in this year in which lower interest rates have sent util-
ity stocks soaring.

For every one company reporting down earnings, two
companies have reported higher earnings. With earnings little
changed, it intuitively follows that downside EPS declines are
much sharper than average EPS gains. One corollary fact that
we believe is being overlooked in current-quarter earnings
analysis relates to the strength in EPS among companies post-
ing positive results. Among the 328 constituent S&P 500 com-
panies that had reported as of 8/1/16, the 209 companies with
higher earnings had posted average annual EPS growth of
15.6% on a share-weighted basis for calendar 2Q16.

These double-digit gains are worth noting because they
reveal the underlying EPS strength among the majority of com-
panies, and coming quite late in the bull market cycle. As those
other companies with deeply negative EPS trends begin to lap
easier comparisons in coming quarters, and assuming curren-
cies and commodities can find some level of stability, these
companies too will add favorable EPS momentum to an al-
ready healthy growth environment. For these reasons, not just
Argus but most industry analysis firms are modeling high-single-
digit to low-double-digit EPS growth in the quarters ahead.

The ability of currencies and commodities to stabilize
has lately been called into question. More noteworthy than the
trend in the dollar has been the price of oil, which rode steadily
higher out of the February lows to the $40 level (for WTI fu-
tures) by late in June. Then came the Brexit vote: since the
vote, oil has slid steadily down and recently broke below $30
on some contracts. With heating season just around the corner,
we expect oil to find at least temporary stability near current
levels.

The weak 2Q16 GDP reading added to growth worries.
Most of the weakness in 2Q16 GPD reflected inventory draw-
downs. In our experience, when OEMs grow cautious, distribu-

ECONOMIC & MARKET COMMENTARY (CONT.)

tors go into full-fledged panic: they sell everything and buy
nothing. Across multiples sectors during the 2Q16 EPS sea-
son so far, we have heard CFOs state that their sell-through
(sales out of their distributors) was higher than their sell-in
(sales to distributors), even though it is sell-in alone that is
counted in unit volume and revenue calculations.

We could see a doubling effect in coming quarters, as
distributors race to fill bare-bones inventory levels while si-
multaneously servicing healthy end-user demand. That could
help reverse the weak GDP trend, assuming the consumer
stays strong.

CONCLUSION
The good news about the challenging August-September
period is that the two months serve as a poor predictor of the
stock market in October, November, and December. Since
1980, while August-September has been averaging a 1.0%
decline, October-December has been averaging a 4.6% gain.
Since the millennium turn in 2000, while August-Septem-
ber has been averaging a 1.9% decline, October-December
has been averaging a 3.9% gain. And during the bull market
since 2009, while August-September has been averaging a
0.6% decline, October-December has been averaging a 6.7%
gain.

Thus, if we got nothing in 4Q16 but the average bull-
market gain of about 7%, on top of year-to-date capital ap-
preciation of about 6%, the S&P 500 would end the year
comfortably in double-digit gain territory. Of course, lots
could happen between now and the end of the year, includ-
ing the outcome of one of the more bitter Presidential elec-
tions in memory.

We continue to view the market as favorably valued,
based on above-consensus earnings and still-strong economic
fundamentals. If the market experiences normal August-Sep-
tember consolidation, we would use this opportunity to build
positions into the seasonally strong fourth-quarter of 2016.

Jim Kelleher, CFA,
Director of Research
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